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THE UNITED STATES STEEL CORPORATION'S 
BOND CONVERSION. 

On April 17, 1902, the president of the United States 
Steel Corporation issued a circular to the stockholders, 
which invited their co-operation in a plan to raise $50,000,000 
of new capital. Half of this amount was to repay loans 
incurred by the constituent companies for construction 
work which was in part rendered unnecessary by the 
merger, but which, owing to advance commitments, could 
not be suspended. In addition, $25,000,000 was required 
for improvements, which, it was stated, would effect an 
annual saving of at least $10,000,000. The plan proposed 
to the stockholders for raising this money was "to re- 
arrange your corporation's capitalization (which, in round 
numbers, now consists of $300,000,000 of bonds, $500,- 
000,000 of preferred stock, and $500,000,000 of common 
stock) by substituting for $200,000,000 of the preferred 
stock, $200,000,000 of sinking fund sixty year 5 per cent, 
mortgage gold bonds, and by selling $50,000,000 of addi- 
tional bonds of such issue for cash. As the preferred 
stock carries 7 per cent, dividends, while the bonds would 
bear but 5 per cent, interest, the $50,000,000 desired 
could, in this way, be added to the corporate resources, 
and the aggregate of the annual charges for interest and 
dividends, instead of being increased $3,500,000, would 
be decreased $1,500,000 as compared with the present 
sum total of these two requirements." 

The plan offered to each preferred stockholder the right 
to subscribe to the new bonds to the extent of one-half 
his holdings of preferred stock, 40 per cent, of each sub- 
scription to be payable in preferred stock, and 10 per cent, 
in cash, or the subscription could be limited to 40 per 
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cent., in which event no cash payment was required. 
The circular also stated that a syndicate had been formed, 
"including some directors," to further the success of the 
plan; and, in the call for a special meeting of stockholders 
to be held May 19, one of the purposes of the meeting 
was stated to be the ratification of an agreement between 
the United States Steel Corporation and J. P. Morgan 
and Company, acting for this syndicate. 

This agreement is dated April 1, 1902, and contains the 
following provisions: — 

1. That the party of the second part, known as " the 
bankers," on or before the first day of July, 1902, should 
offer to the preferred stockholders the right to subscribe to 
the second mortgage bonds of the company, on the terms 
mentioned in the circular, for a period of thirty days; 

2. That such part of the $250,000,000 of bonds as should 
not be taken by the preferred stockholders, should be issued 
to the bankers on their request for the syndicate, to be paid 
for in preferred stock, and in cash, on the same terms as 
those offered to the preferred stockholders, in such amounts 
and at such times as the bankers might request, up to 
October 1, 1903; 

3. That the bankers guarantee to the Steel Corporation 
that subscriptions to the new bonds to the amount of 
$100,000,000 would be made, payable $20,000,000 in cash, 
and $80,000,000 in preferred stock; 

4. That, as compensation for the risk, the guarantee, 
and the various obligations assumed by the syndicate, 
the Steel Corporation should pay to the bankers a cash 
compensation equal to 4 per cent, upon the aggregate 
amount of the bonds which should be sold or delivered, 
either to the preferred stockholders or to the syndicate, 
until October 1, 1903. 

The plan and the syndicate agreement were submitted 
to the stockholders, and both were approved by a vote 
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of 7,704,288 shares to 12,540 shares out of a total num- 
ber of 10,185; 811 shares outstanding. 

Before the plan could be put into effect, an injunction 
was applied for on June 8, 1902, before the Chancellor of 
New Jersey, against J. P. Morgan & Co. by Miriam Berger, 
a preferred stockholder, to forbid them to issue bonds 
for stock under the bankers' contract, and alleging that the 
plan of conversion was unlawful for the following reasons: 
(1) that the plan, if carried out, would impair the com- 
plainant's vested rights as a stockholder; (2) that the 
plan of issuing bonds to retire stock was void against any 
dissenting stockholder; (3) that the plan was ruinous and 
disastrous, and impaired the value of complainant's 
stock; (4) that four members of the bankers' firm were 
directors of the corporation; and (5) that the compensa- 
tion which might be received by the bankers under their 
contract was without consideration and illegal, and that 
the scheme was devised to secure exorbitant commissions 
by this firm. An order restraining the bankers from issuing 
any bonds in exchange for preferred stock was granted 
by Vice-Chancellor Emery on the ground that the com- 
plainant's vested rights would be impaired by the ex- 
change of bonds for preferred stock under the terms pro- 
posed. 1 The case was appealed, the appeal being argued 
on June 25. 

Before the appeal was decided, on July 5, a second bill 
was filed by J. Aspinwall Hodge, Bernard Smith, and 
William H. Curtis against the corporation, the bankers, 
and the directors. 2 The grounds on which relief was 
asked for, were as follows: — 

iThe ground on which the injunction was granted was: "that it [the 
conversion plan] is a preferential distribution of capital among some of the 
shareholders to the exclusion of others, and not a plan for an equal distribu- 
tion among all the preferred stockholders. That the capital represented by 
preferred stock up to a limit of $200,000,000, is to be reduced to the extent the 
holders agree to take bonds, and . . . the stock of those who decline to take 
bonds is thus made subject to the prior claim and lien of those who take 
bonds." 

'Smith and Curtis, it being proven that they were not registered owners 
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1. That the plan interfered with the vested rights of 
the complainants; 

2. That it was ultra vires and void; 

3. That the Steel Corporation, under the act of 1902, 
could not issue bonds for stock, because it had not paid 
dividends on the preferred stock for at least a year pre- 
ceding the date of the meeting, and because its assets, 
after deducting the amount of its bonded debt, were not 
equal in value to the par value of its preferred stock; 

4. That the scheme was disadvantageous, and would 
seriously damage the corporation and its stockholders, 
and that the compensation to the bankers was exorbitant; 

5. That the action of the directors in approving the 
plan and contract was void, because fifteen or more of 
the board of directors were interested in the underwriting 
syndicate; 

6. That the plan was never legally ratified by the neces- 
sary two-thirds vote of the stockholders, because the 
votes upon the stock controlled by the bankers and mem- 
bers of the syndicate must be counted to make up the 
two-thirds vote required by law. 

The injunction asked for was granted October 29, 1902, 
on a portion of the third item of the bill of complaint, 
on the ground that only four continuous payments of 
dividends on the preferred stock had been made, the 
duration of the period from the time of the first declaration 
of a dividend, July 2, 1901, to the date of the stockholders' 
special meeting, May 19, 1902, being forty-four days less 
than one year, while five continuous quarterly payments 
should have been made to fulfil the requirements of the 
law. An appeal was allowed to the Court of Errors and 
Appeals, where the case was reargued in the November 
term. Decision was rendered on February 18, 1903, re- 

of stock at the time suit was brought, obtained no recognition in the litiga- 
tion. The right of Hodge to petition for an injunction was recognized. 
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versing the Vice-Chancellor, and deciding in favor of the 
defendants, on the ground that all the requirements of the 
law had been complied with, and that, " there is no ground 
presented by the case or agitated in the briefs of counsel 
which will justify the interposition of a court of equity 
to arrest the proposed action of the defendants." A 
similar decision had been rendered by the Court of Appeals 
in the Berger case on October 11, 1902. The Steel Cor- 
poration at once put its plan into effect. 

It is proposed, in the following pages, to outline the 
principal arguments in the Hodge suit as found in the affi- 
davits, briefs, and arguments of counsel. Space does 
not, however, permit an extended analysis of these argu- 
ments; and, for the most part, the merits of the controversy 
will be determined by the decisions of the Vice-Chancellor 
and the Court of Appeals upon the different points pre- 
sented. The complainants in the Hodge suit presented 
the most varied and forcible criticisms which have been 
made of the bond conversion plan. It may also be pre- 
sumed that the defendants placed their side of the ques- 
tion in the most favorable light. With the opinions of 
two courts to assist him, the reader will have little diffi- 
culty in determining on which side lay the weight of the 
evidence. 

Omitting the claim that the vested interests of the 
complaining stockholders would be impaired by the pro- 
posed conversion of preferred stock into bonds, — this point 
being decided in the Berger suit in favor of the corpora- 
tion, 1 — and passing over, as being of merely technical in- 

1 Opinion of the Court of Errors and Appeals, Van Syckel, J. (p. 11): " That 
this plan involves a reduction of capital stock is conceded : it is the very pur- 
pose of the plan to reduce it and to retire it ; but to the assertion that it is 
preferential, I am unable to assent. The same opportunity is given to all to 
accept the offer, none are excluded, and the complainant who has declined 
the offer cannot say to the ninety and nine who have accepted it that they 
have been preferred. There has been no preferences on the part of the cor- 
poration ; the position occupied by the complainant is of her own option." 
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terest, the ground on which the Vice-Chancellor granted 
the injunction, we find that the complainants rested their 
case upon the following principal arguments: — 

1. That the action of the directors in sanctioning the 
plan was illegal, by reason of the private interest of several 
of their number, while the stockholders, to whom the 
extent of the directors' interest had not been fully dis- 
closed, could not validate their illegal action; 

2. That the scheme was vitiated by actual fraud, being 
plainly designed to favor J. P. Morgan & Co. and their 
associates, at the expense of the corporation; 

3. That the contract with the syndicate was unfair to 
the stockholders, both in the length of time given to them 
to subscribe for the bonds as compared with the time 
allotted to the syndicate, and the unreasonable options 
granted to the bankers; 

4. That the Steel Corporation did not have assets of 
the value required by law. 

In developing the alleged illegal private interest of the 
directors, the complainants began by claiming that fifteen 
of the directors of the Steel Corporation, including the 
six members of the Finance Committee, were members of 
the underwriting syndicate whose agreement with the 
syndicate managers was dated March 12, twenty-eight 
days before the resolution of the directors approving the 
contract between the syndicate and the Steel Corpora- 
tion. In other words, at the meeting on April 1, when 
the contract with the syndicate came up before the direc- 
tors, a majority of the board were "personally and indi- 
vidually interested in the profits and advantages to be 
derived by Morgan & Co. and their associates." . . . 

These benefits were considerable. If the stockholders 
subscribed to the full amount of $250,000,000 of bonds, 
the syndicate would receive $10,000,000 in cash from the 
corporation. In addition to this large commission, the 
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syndicate had the privilege of exchanging preferred stock 
for all bonds which were not taken by the stockholders; 
and this option, it was claimed, presented the certainty 
of a large additional profit. It is the law of New Jersey 
that where the personal interest of a director is concerned 
in a contract with his corporation, that contract is void- 
able. On this ground, the complaints asserted that the 
action of the directors was illegal. 

The answer to this argument, reserving to a later page 
a discussion of the benefits of the contract, was short and 
decisive. Such contracts as the one in question, said the 
defendants, while voidable at the option of the stock- 
holders, can be validated either expressly by a vote of 
the stockholders, or by the stockholders not electing to 
take any action in the matter. In the present instance, 
since the stockholders, by an enormous majority, had 
sustained the directors in their approval of the plan of 
conversion, to say nothing of the fact that the by-laws 
of the corporation expressly provided that directors might 
be interested in contracts with the corporation, and, 
further, ' ' that . . . any act or contract that shall be ap- 
proved or ratified by the vote of the holders of a majority 
of the capital stock of the company . . . shall be as valid 
and binding upon the corporation and upon all the stock- 
holders as though it had been approved or ratified by 
every stockholder of the corporation," the court held that 
the infirmity in the contract had been entirely eliminated, 
and that the ratification of the agreement and plan was 
complete. 

The complainants then attempted to show that less than 
the necessary amount of stock was legally voted, by setting 
up the plea that the members of the syndicate had no 
right to vote for the ratification of a scheme in which 
they were personally interested as opposed to the interest 
of the corporation, thus affirming the doctrine that the 
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rights of a stockholder, when he becomes a director, are 
limited by the director's obligation to the corporation, 
which, it was alleged, was violated in the present instance, 
and going so far as to impose a similar obligation upon 
a stockholder who was not a director. This argument 
was stated as follows: . . . "It is contended that where 
a large number of stockholders conspire to impose a bur- 
den upon a corporation for their own benefit, ignoring 
the interest of the corporation, they thereby become 
constructively trustees for their fellow-stockholders, assume 
the obligations of trustees toward their fellow-stockholders, 
and must deal with them accordingly." 

The defendants replied, and the court agreed with them, 
that a stockholder can never be deprived of his right of 
ownership in a corporation and of the right to vote the 
number of shares which he holds upon any question affect- 
ing his interest. Judge Van Syckel remarked in his opin- 
ion: — 

They [the directors] voted upon that resolution, not as directors, 
not in their fiduciary capacity, but solely in the right of the shares 
of stock held by them. A most valuable privilege, which attaches 
to the ownership of stock in a corporation, is the right to vote 
upon it at any meeting of stockholders. As to the resolution 
considered by itself, as stockholders, they owed no greater duty 
to their co-stockholders than those stockholders owed to them. 
Like other stockholders, they had a right to be influenced by 
what they conceived to be for their own interest, and they cannot 
lawfully be denied that right, nor can it be limited or circum- 
scribed by the fact that they occupied the position of directors 
in the company. 

But, continued the complainants, granted that the vote 
was legal on the assumption that the stockholders fully 
understood the nature of the resolutions upon which they 
were voting, that assumption was contrary to the facts. The 
stockholders were not aware of the nature of the contract 
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already made with the syndicate, nor with the extent of 
the personal interest of the directors in this contract. The 
only information in regard to these matters contained in 
any of the documents sent to the stockholders, appears in 
the circular of April 17, and was as follows: "To further 
the success of the plan, there has been formed a syndicate, 
including some directors, which will receive four-fifths of 
the four per cent, compensation to be paid under the con- 
tract with Messrs. J. P. Morgan & Co. mentioned in the 
notice of stockholders' meeting." It was further stated 
in the notice of the stockholders' special meeting, that 
copies of the directors' resolution, in which the nature 
of the contract was explained, and of the contract itself, 
could be obtained on application at Morgan & Co.'s office. 
This notice, the complainants asserted, was insufficient 
to acquaint the stockholders with the nature of these 
contracts which they were asked to approve. 

The defendants replied in the words of a decision upon 
another case cited in the brief of the defendants upon 
appeal : — 

If the party notified make reasonable investigation, he obtains 
actual knowledge of these facts; if he choose not to make it, he is 
charged constructively with knowledge of them. ... If he is 
unwilling to act upon the facts as the notice presents them, then 
the law demands that he shall make proper examination, and 
upon the result of that examination he may safely stand. . . . But, 
if he prefer not to examine, it must be because he is satisfied to 
act as if the matters disclosed in the notice were true, and he can- 
not afterward complain if his rights are made to rest upon them 
so far as they are true. The information given by the notice is 
equivalent to that obtained by the inquiry. 1 

This principle has been established in a number of 
cases. It was reaffirmed by the Court of Appeals in its 
decision that the information furnished to the stockholders 

i Gale v. Morris, 3 Stew. 285, 289, 290. 
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of the Steel Corporation in regard to the various contracts 
and resolutions was sufficient to put them on inquiry. 
In fact, so little question was raised at the time concern- 
ing the expediency of the scheme that no stockholder 
applied to J. P. Morgan & Co. for a copy of the contract. 
The defendants were, therefore, apparently justified in 
their claim that the stockholders received all the informa- 
tion which they required. 

The Charge of Fraud. 

The evidence submitted by the complaining stockholders 
to substantiate their charge of fraud, lay in the nature of 
the transactions in controversy. They claimed that the 
conversion scheme was bound up with the syndicate agree- 
ment; that it would not have been brought forward, had 
it not been for the benefits which the syndicate was to 
derive; and that the compensation received by the syndi- 
cate, and the privileges allotted to it, were unreasonable 
and extortionate. 

Here was a corporation, they said, in urgent need of at 
least $50,000,000 to complete improvements already begun, 
and to undertake further improvements whose completion 
would add at least $10,000,000 to its profits. This money 
was to be borrowed on the security of a second mortgage. 
The interest was to be provided by converting a 7 per cent, 
dividend charge on $200,000,000 of preferred stock into 
a 5 per cent, interest charge on the same amount of bonds. 
Ostensibly to insure the success of this plan, the aim and 
object of which was to raise a certain amount of cash, an 
underwriting scheme was devised, which, however, en- 
tirely subordinated the raising of cash to the conversion 
of stock into bonds. The underwriting plan devised by 
the directors undertook to guarantee, not the amount of 
cash required, but a plan of conversion whose complete 
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success would not have increased the security of the pro- 
posed bond issue, nor have rendered the bonds more attrac- 
tive in the eyes of investors, — a measure, moreover, which 
made inadequate provision for the real needs of the cor- 
poration. The syndicate, in other words, instead of guar- 
anteeing to take $50,000,000 of bonds at par, and to pay 
for these bonds in cash, which the commonly understood 
principles of underwriting demanded, agreed to take only 
$20,000,000 of bonds at par, for which, after deducting 
their assured commission of $4,000,000 on the $100,000,000 
of bonds whose purchase with cash and stock they had 
guaranteed, the corporation would receive only $16,000,- 
000 of cash. Moreover, if the amount of bonds remain- 
ing should be taken by the stockholders, the additional 
commissions of the syndicate would reduce their actual 
cash guarantee to $11,200,000, or little more than one- 
fifth of the amount which the stockholders had been told 
was necessary. On the basis of the actual cash furnished, 
the commission to the syndicate, assuming that the plan 
was successfully carried out, would be 44 per cent., — an 
extraordinary and unreasonable compensation. 1 

Furthermore, in answer to the argument set forth in 
the affidavit of Mr. Perkins, in which he claimed that, in 
the opinion of the Finance Committee of the Steel Corpo- 
ration, the immediate effect of the announcement of the 
contemplated withdrawal of 40 per cent, of the preferred 
stock would be to send its price above par, and so make 
conversion unattractive, and that the necessity of segre- 
gating a large amount of preferred stock in order to make 
sure that at least $80,000,000 of stock would be exchanged, 
as provided by the syndicate agreement, involved great 
risk and the locking up of a large sum of money for a con- 
siderable time, the complainants urged that, in any event, 
the bonds, which were, on the admission of the Finance 

1 Argument of Edward B. Whitney for Appellees, p. 21. 
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Committee of the Steel Corporation, a higher grade security 
than the preferred stock, — else why convert the stock into 
bonds? — would always sell at a higher price than the stock, 
and that, therefore, the necessity of guaranteeing the con- 
version did not appear. There could be no reasonable doubt 
that the corporation could sell $20,000,000 of its second 
mortgage bonds for more than $16,000,000, the maximum 
amount of cash which it stood to receive from the syndi- 
cate. The assurance given by the syndicate that the 
amount required for distribution to the security holders 
would be decreased $1,500,000 per year could have no effect 
upon the price of the bonds, and could therefore lend only 
indirect assistance to the conversion. Moreover, a large 
amount of this $80,000,000 preferred stock was already 
the syndicate's property at the time the contract was made ; 
and, so far from locking up funds in fulfilling their agree- 
ment, the members of the syndicate were in reality increas- 
ing the value of their property. In short, it was claimed 
that the guarantee of the syndicate contained an incon- 
siderable benefit for the Steel Corporation, in return for 
which the syndicate was to receive a large cash commission. 

The Charge of Discrimination. 

In support of the charge of discrimination, the complain- 
ants argued that the plan created two classes of subscribers 
to the new bonds: (1) the syndicate; (2) the other pre- 
ferred stockholders. Class 1 were offered the bonds at 96; 
class 2, at 100. Class 1 had an option on part of the bonds 
for seven and one-half months, and an option on such 
portion of the remainder as were not taken by the pre- 
ferred stockholders for sixteen and one-half months, which 
period could be extended by agreement between the syndi- 
cate and the directors. Class 2 had an option limited to 
fifty-eight days. Class 1 could exchange their holdings 
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of preferred stock to any amount, while class 2 were lim- 
ited to 40 per cent, of their preferred stock holdings. 
"The syndicate," said the complainants, "after cutting 
off the preferred stockholders not in the syndicate by the 
thirty (or fifty-eight) days' notice, could, at any time be- 
fore the first day of January, 1904 (and later by means of 
extending the time), purchase 1,000 shares of preferred 
stock at the market price, — say 83, — paying therefor 
$83,000; then call upon the Steel Corporation under one 
of the options to deliver to them bonds to the amount 
of $100,000 in exchange for the 1,000 shares of stock, and 
sell the bonds at the market price, — say 95, — thus making 
$12,000 without the slightest trouble or expense, except 
that which would attend a few minutes' clerical work. 
And this process could be repeated in larger or smaller 
amounts from time to time, whenever the relative market 
prices of the stock and bonds should make it profitable 
to do so. Would not this be a palpable injustice to stock- 
holders of the corporation, and especially to the preferred 
stockholders, not members of the syndicate, who had ex- 
changed 40 per cent, of their preferred stock for bonds?" 
The answer of Mr. Perkins to this charge has been 
already referred to. He asserted that, without the guar- 
antee of the syndicate, the success of the conversion plan 
would have been endangered by the appreciation in the 
value of the preferred stock. He does not answer the 
argument that the compensation was excessive in con- 
sideration of the benefit received by the corporation, ex- 
cept so far as to assert that the syndicate agreement was 
"a most desirable one for the United States Steel Cor- 
poration," but rests the justification of the compensation 
almost entirely on the risk assumed by the syndicate. 1 In 

i The following quotation from Mr. Perkins's affidavit is of interest in this 
connection: "The largest participations in the syndicate were taken only 
after urgent solicitation by me and upon my agreeing that my firm would 
take an equal amount. The participation taken by Mr. Schwab and by some 
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the Berger suit, where this point was more fully discussed, 
and to which constant reference was made in the Hodge 
litigation, the expediency of the contract with the syndi- 
cate was justified by the argument which Mr. Perkins 
employed, and the large risk incurred by the syndicate 
was thus explained in the brief of counsel for the cor- 
poration : — 

Is it reasonable to contend that the tying up of $100,000,000 of 
capital involves no risk or consideration and warrants no com- 
pensation? Can it be said that a syndicate, which undertakes 
an obligation of $100,000,000 and for the purpose of performing 
that obligation ties up by actual deposit $80,000,000 of property, 
is furnishing no consideration for an agreement to pay a commis- 
sion? Suppose, pending action by the stockholders, the preferred 
stock of the syndicate had fallen in value from 94 to 87$ (as it 
actually did) or even lower, and there was a falling market occa- 
sioned by strikes or financial disaster, who would recompense the 
syndicate for the loss that it would sustain by the depreciation 
of its stock? ... A variation of four points in the relative value 
of the 7 per cent, cumulative preferred stock and the new 5 per 
cent, bonds would at once wipe out the profits of the syndicate 
and turn the venture into a loss. . . . For example, it may well 
be that the present market value of the proposed new five per 
cent, bonds is 95, and that the present market value of the pre- 
ferred stock is 88, a depreciation of six per cent, since the syndi- 
cate deposited the $80,000,000 of stock. What, then, would be 
the outcome of the risk of the syndicate if the plan had been dis- 
approved by the stockholders, or if it should now be set aside by 
the courts? The syndicate has tied up $80,000,000 of stock, 
which now shows a loss of six per cent., or $4,800,000, and this loss 
exceeds the promised commission, which they would not receive 
if the contract were not approved, and in addition the syndicate 
is bound to take $20,000,000 of bonds, which bonds are only worth 
95 in the market, showing an additional loss of $1,000,000. It 

of the other directors was upon the understanding that, if we found other 
parties to take any part of such participations, we would do this, and thus 
release them. My firm considered, and I believe most of the directors 
believed, that the syndicate contract was not a particularly profitable one for 
the syndicate. In no instance did we find any stockholder willing to sub- 
scribe for the full amount of his holdings in preferred stock." 
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is submitted that the mere statement of these facts must satisfy 
any court that the syndicate has since the first of April, 1902, 
run a very great risk, that it is still running a great risk, that in 
all fairnesss and propriety a reasonable compensation may be 
paid for that risk, and that the agreed compensation is not ex- 
cessive. 1 

It is unfortunate that the defendants did not feel them- 
selves compelled to legitimate the syndicate agreement, 
not merely by citing the risk undergone, but, as the com- 
plainants challenged them to do, by showing a corre- 
sponding benefit to the corporation. As complainants' 
counsel remarked: — 

The directors of an industrial corporation would not be justi- 
fied in paying a million dollars to a person who offered to swim 
the Atlantic, unless they could show that some benefit would be 
conferred upon the corporation by the accomplishment of that 
feat. The fact that the gentleman proposing the scheme insisted 
upon the enormous risk that he ran would not justify the directors 
in closing the contract. 

It would have been better, we must admit, if only for 
the sake of gaining a larger measure of general approval 
for their project, if the defendants had presented this 
portion of their argument in a less general and sweeping 
manner. 

For the immediate purpose of winning their case, how- 
ever, it was merely necessary for the defendants to keep 
before the court the fact that the contract between the 
Steel Corporation and Messrs J. P. Morgan & Co. was 
approved of by more than ninety-nine and four-fifths per 
cent, of the stockholders represented at the special meet- 
ing. Behind this fact, in passing upon the legitimacy 
of the transaction, in the absence of specific proof of 
fraud, the court could not go. As Vice-Chancellor 

i Brief on Behalf of Defendants — appellants in Miriam Berger v. United 
States Steel Corporation, pp. 42, 43, 44. 
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Emery said in his opinion which was quoted in the deci- 
sion of the appellate court: — 

The reasonableness or judiciousness, in the business aspect, 
of a reduction of the preferred stock of the Steel Corporation, and 
the distribution of capital resulting therefrom, by the conversion 
of stock into bonds, is . . . altogether a matter of management 
of the affairs of the corporation, upon which the decision of the 
directors and stockholders given in the manner required by law- 
is final, so far as it relates to its business aspects. 

And Judge Van Syckel, in the final decision, stated 
the same principle in more general terms, quoting from 
his opinion in the Berger case: — 

The manner in which a duly authorized plan is to be carried 
through is part of the business of the corporation, and, in the 
absence of fraud or bad faith, is not the subject of judicial control 
to any greater extent than any other business of the corporation. 
The court cannot substitute its judgment for that of the directors 
and majority stockholders, and say that a less expensive plan 
could be successfully adopted. 

In short, so long as the directors acted in good faith 
and with entire frankness, they might, unless expressly 
forbidden by the law, have converted all their preferred 
stock into a 6 or 7 per cent, bond; they might have in- 
curred a floating debt equal to their mortgage indebted- 
ness; they might have abolished the charge for depreci- 
ation; they might have paid their president a salary of 
$5,000,000 per year. In fact, they might have violated 
many rules of business prudence if only they could secure 
the approval of a majority of the stockholders. In New 
Jersey, a stockholder, generally speaking, is allowed to do 
what he will with his own. 

That the court was convinced of the honesty and good 
faith of the transaction appears from the expression of Jus- 
tice Van Syckel : — 
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There is an entire absence in the case of anything to show a 
taint of fraud, or an attempt to conceal from the shareholders 
any fact which should have influenced their action. That the 
entire proceeding was conducted with good faith, without con- 
cealment, and with fairness to both parties, is evinced by the 
fact that during all the litigation which has ensued, under the 
promotion of a shareholder who did not attend the meeting, not 
one of the vast number of shareholders who were present in 
person or by proxy, comprising men of great business capacity, 
interested to the extent of millions of dollars in the conversion 
plan, has questioned its propriety, or expressed a desire, so far 
as appears, to recede from it. 

The Valuation of the Assets. 

A New Jersey corporation cannot convert preferred 
stock into bonds unless its assets, after the deduction of 
all indebtedness, are equal to its preferred stock. 1 In 
their attempt to prevent the conversion of preferred 
stock into bonds, the complaining stockholders laid final 
emphasis upon the alleged fact that the assets of the 
Steel Corporation were not worth the necessary amount; 
namely, $880,024,900. In proof of this assertion, the 
complainants relied mainly upon the affidavits of one 
James H. Lancaster, who represented himself to be "a 
mechanical and mining engineer and expert on ores and 
steel and iron properties and their products." . . . Mr. 
Lancaster made two affidavits in the suit, — the first, a 
preliminary affidavit, on July 3, 1902, and the second, 
in more detail, on July 14. 

In his first affidavit, Mr. Lancaster stated that he was 
"familiar with and had made a study of all the various 
properties and plants" of the Steel Corporation, that the 
plants and properties could be duplicated for about $300,- 
000,000, and that the total value of all the properties, 

1 This was the act of March 28, 1902, under which provisions the plan of 
exchanging bonds for preferred stock was authorized. 
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including good will and organization, was not worth 
$500,000,000. 

Two weeks later, Mr. Lancaster, in his second affidavit, 
went into the subject of valuation in more detail, and 
presented the statement upon which this portion of the 
complainants' case was to depend. He stated, first, that 
the plants of the Carnegie Company, representing 44 per 
cent, of the productive capacity of the Steel Corporation, 
had been valued on March 12, 1900, by the partners of 
the Carnegie Steel Company at $75,600,000. This valu- 
ation was stated in the answer of the company to Mr. 
Frick's bill of complaint to be "a full, fair, and accurate 
valuation of these assets," and also that "the experience 
and judgment of business men justify us in saying (as we 
do) that such a method of valuation in large manufactur- 
ing companies, and especially of iron and steel in our 
country, as a rule, is more liberal to the seller than to 
the buyer; for experience has shown that partnership 
assets on a just appraisement seldom reach the value at 
which they stand on the books of the concern." Mr. 
Lancaster, accepting this statement as accurate, estimated 
the total value of the Steel Corporation's properties, upon 
the basis of the 1900 valuation of the Carnegie properties, 
and including $27,000,000 of Frick Coke Company assets 
subsequently added, at $200,000,000. 

He also presented a table showing the conversion value 
of the securities of the constituent companies in the secu- 
rities of the United States Steel Corporation, as follows: — 

Common Preferred R/vn^o 

Stock. Stock. Bonos. 

Constituent companies . $300,000,000 1247,000,000 $219,000,000 
United States Steel Corpo- 
ration 508,000,000 510,000,000 362,000,000 

Increase $208,000,000 $263,000,000 $143,000,000 

Percentage of increase, 69% 106% 65% 

The inference drawn from this comparison of capitaliza- 
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tions was that, unless the capital of the constituent com- 
panies was far below the value of their assets, the capi- 
talization of the United States Steel Corporation greatly 
exceeded the value which supported its securities. Mr. 
Lancaster concluded his affidavit by expressing the opin- 
ion that the 1902 earnings of the United States Steel 
Corporation represented the results of an exceptionally 
prosperous condition of the market, and that many new 
plants were then building to compete with the corpora- 
tion in all its departments. 

The arguments of complainants' counsel in support of 
these affidavits were mainly taken up with showing that 
the iron and steel trade was subject to sudden and ex- 
treme reverses and to long periods of depression, and 
that these contingencies had not been allowed for in the 
capitalization of the Steel Corporation. They contended: 

(1) that the value of a group of assets was based on the 
selling price of those assets, which in turn depended solely 
upon their earning power, and that, while the Steel Cor- 
poration was then earning interest and dividends on all 
classes of its securities, there was no assurance that these 
earnings would be sufficiently permanent to warrant the 
belief that the selling value of the company's assets could 
properly be based upon a capitalization of their amount; 

(2) that the 1902 price of steel was an abnormal price, 
dependent on temporary conditions, and resulting in 
earnings which should be disregarded in making an esti- 
mate of the ability of the corporation to pay the large 
increase in interest charges which would result from the 
success of the conversion plan; (3) they asserted that the 
directors of the Steel Corporation were about to carry 
through a plan which was not merely unnecessary and 
expensive, but dangerous as well, — a plan which would 
increase its mortgage debt beyond what experience showed 
would be the minimum value of its assets, a plan whose 
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success spelled bankruptcy, should the history of the steel 
trade be repeated. The argument of the complainants, 
in brief, was based entirely on considerations of business 
probability, and on the results of business experience. 
Affirming that the requirements of the New Jersey cor- 
poration law were designed for the protection of the in- 
vestor, they asked the court to interpret the meaning of 
the statute in the light of business probability, and to 
refuse its sanction to a measure which conservative judg- 
ment would disapprove. 1 

This, however, as shown by its refusal to throw out the 
conversion plan because of its alleged expensiveness, the 
court was not prepared to do. So long as the requirements 
of the law were complied with, which in this case meant 
a certification by the officers of the corporation that its 
assets, after deducting all indebtedness, were equal in value 
to the amount of its preferred stock, and in the absence of 
fraud, the court had no right to interfere. 

This certification was furnished in a series of affidavits re- 
markable because of their prodigal frankness and the varied 
standards of valuation which they set up. The subject 
matter of these affidavits, so far as they relate to the ques- 
tion of assets, may be divided as follows : (1) valuations of 
property; and (2) estimates of future earnings. The lead- 
ing affidavit for the defendants was made by Mr. Schwab, 
who swore to the statement that the total value of the 
corporation's assets, without making any allowance for 
good will and established business, patents, trade-marks, 
and processes, or for $150,000,000 of orders on hand, ex- 
ceeded the total amount of its capitalization. This state- 
ment was not made in general terms, but was supported 

'Argument of Edward B. Whitney (p. 41): " I submit that the sole object 
of the Legislature in establishing this restriction as to the amount of assets 
was to make the recapitalization entirely safe for at least the preferred stock, 
... to secure that in case of insolvency a foreclosure of the new bonds would 
result in the realization of the full value of the preferred stock if the latter 
were properly protected." 
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by a list of assets, giving the value assigned to each and 
the basis of valuation employed. For purposes of con- 
venience, the material of this affidavit has been arranged 
in the following table : — 



Assets. 



Valuation. Principles governing Valuation. 



1. Iron and ore prop- $700,000,000 
erties. 



2. Plants, mills, flxt- $300,000,000 
ures, m a c h i n- 
ery, equipment, 
tools, and real 
estate. 



1. Properties cannot be dupli- 

cated at any price. 

2. Yield direct profit of $30,- 

000,000 on present price 
of ore. 

3. The Steel Corporation would 

be compelled to pay $700,- 
000,000 in order to obtain 
these deposits. 

1. Impossibility of duplicating 

these mills for a less 
amount. 

2. The mills are necessary to 

make the profits of the cor- 
poration, stated to be at 
the rate of $140,000,000 
per year. 



3. Coal and coke fields $100,000,000 
(87,589 acres) 



4. Transportation $80,000,000 

properties. after de- 

ducting 
$40,340,000 
of bonded 
debt. 

5. Blast furnaces. $48,000,000 

6. Natural gas fields. $20,000,000 

7. Limestone proper- $4,000,000 

ties. 

8. Cash and cash as- $214,278,000 

sets. 



1. Net profits to the corpora- 
tion, based on the present 
prices of coal and coke, 
over $12,000,000. 

1. Cost of duplication. 

2. Profits of mills increased 

$10,000,000 because of pos- 
session of transportation 
facilities. 

1. Cost of duplication. 
1. Profit of $2,000,000. 

1. Cost of duplication. 

2. Profit of $500,000. 

1. Cash assets valued at cost. 



Mr. Schwab employs two leading principles in valuing 
these assets, — (1) cost of duplication and (2) profits de- 
rived from their possession. Of his estimate of $140,000,000 
as the earnings of the corporation, $54,500,000 is directly 
accounted for by the savings on ore, coal and coke, trans- 
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portation, limestone, and natural gas. The direct profits 
of the mills easily make up the remainder. 

Mr. Schwab's affidavit was supplemented by the affi- 
davits of other officials. Mr. Elbert H. Gary, chairman 
of the Finance Committee, testified that the "intrinsic 
value" of the properties, as set forth by Mr. Schwab, were 
true and conservative. Mr. James Gayley, first vice-pres- 
ident, and in general charge of the mining and transporta- 
tion of raw material, stated in his affidavit that the ore 
properties of the corporation were not only the most ex- 
tensive known, but were of such high grade and quality as 
to make them specially suited to the production of the 
best quality of iron and steel; and: — "that investiga- 
tions have demonstrated that the deposits of this region 
are practically circumscribed as to quality, and that, if any 
new deposits are to be found, it will undoubtedly be at 
points which are much further removed from sites suited 
to the economical manufacture and distribution of prod- 
uct, " and, further, " that they could not be duplicated or 
reproduced at any price." 

President Lynch, of the Frick Coke Company, supported 
Mr. Schwab's statement by the assertion that the 315,000,- 
000 tons of coking coal still contained in the Connellsville 
basin were worth, on a profit of 50 cents per ton, — 75 cents 
below the profit then being made, — $157,500,000. Presi- 
dent James H. Reed of the Pittsburg, Bessemer & Lake 
Erie Railroad Company, in perhaps the most carefully 
worded affidavit of the series, affirmed that the cost of the 
transportation properties of the corporation, after deduct- 
ing the amount of their bonded debt, was approximately 
$50,000,000, and that their cost of duplication would be 
far in excess of this amount, since in many cases it would 
be impossible to duplicate these facilities. The final affi- 
davit as to the value of the property was made by William 
J. Filbert, comptroller of the Steel Corporation, who stated 
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that on the basis of the highest prices reached for the two 
stocks, the total market value of all the corporation's se- 
curities was $1,149,014,932. 

The defendants were also at considerable pains to con- 
trovert the statements, sworn to in the Carnegie-Frick liti- 
gation of 1900, that $75,600,000 represented a "full, fair, 
and accurate valuation of the Carnegie Steel Company's 
assets." James J. Campbell, auditor and assistant secre- 
tary of the Carnegie Company, in his affidavit, demolished 
the truth of the statement made by the defendants in Frick 
v. The Carnegie Steel Company. He showed that all the 
properties of the Carnegie Steel Company had been carried 
on the books for many years at the original costs, and 
that no allowance had ever been made for the money ex- 
pended on them for improvements, which in some instances 
far exceed the original outlay. The question at issue in the 
Frick-Carnegie litigation, said Mr. Campbell, did not con- 
cern the actual value of the Carnegie Company's property, 
but merely involved the basis of settling for the interests 
of deceased or withdrawing partners. Mr. Schwab also 
took the same ground in his affidavit: "It was claimed 
in such litigation, and such was the fact, that the book 
value did not represent the actual value of the properties. 
Under the terms of the agreement to which Mr. Frick 
was a party, it was provided that the book value should 
determine the interests of the several associates, and the 
controversy between Mr. Frick, on the one hand, and Mr. 
Carnegie and his associates, on the other, was as to 
whether this nominal book value should control, or the 
actual value, which Mr. Frick alleged to be in excess of 
$250,000,000." 

The defendants did not stop with estimates of present 
valuation. They accepted the standard of business prob- 
ability which the complainants claimed should be applied 
to determine the value of the Steel Corporation's assets, 



THE STEEL CORPORATION'S BOND CONVERSION 45 

and asserted that, in their judgment, the earnings of the 
Steel Corporation would never fall so low as to endanger 
the interest on the second mortgage bonds. As a matter 
of record, these predictions should be preserved. 

Mr. Schwab stated that, if the conversion plan were 
carried through, the fixed charges of the corporation — he 
makes no allowance for depreciation — would be $31,737,- 
850. The earnings of the corporation were then more than 
four and one-half times this amount, leaving a margin of 
75 per cent, above the danger of bankruptcy. " The most 
careful investigation," said Mr. Schwab, "was made at 
the time the board of directors voted to recommend the 
issue of 1250,000,000 of second mortgage bonds, to deter- 
mine whether, under any reasonable possible conditions, 
the earnings of the Steel Corporation would be reduced 
below the total fixed charges of $31,737,850. The unani- 
mous opinion of the officers and directors who had a life- 
time of experience in the business was that, under no con- 
ditions of the iron and steel trade or of business depression, 
was there any reasonable likelihood that the earning ca- 
pacity of these vast properties would be reduced to any 
such extent." This part of Mr. Schwab's affidavit was re- 
peated in almost identical terms by Mr. Gary, who stated 
that the board of directors was unanimously of this opin- 
ion. It is unfortunate that these vigorous statements do 
not start from an assumption of at least $60,000,000 of 
fixed charges, for, on Mr. Schwab's basis of valuation, a 
$30,000,000 charge for depreciation would be none too 
large. 

Under the weight of this mountain of testimony, the 
arguments of the complainants, which they admitted were 
founded on " ex-parte and argumentative affidavits,' ' were 
crushed to the ground. They were forced to admit that 
their part of the case was in a condition far from satis- 
factory, and, in fact, were unable to bring any rebuttal 
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evidence or argument worthy of comment, contenting 
themselves with repeating their original contentions. 1 

Furthermore, the appearance of Mr. Lancaster in the 
case gave the defendants an opportunity to impeach the 
good faith of the suit, which they did not fail to improve. 
As an illustration of the motives which animate the movers 
in these so called " Strike Suits," of which the case in ques- 
tion is generally considered to be one of the most conspicu- 
ous examples, a portion of the affidavit of Joseph E. Cor- 
rigan, an attorney in the office of Guthrie, Cravath & 
Henderson, may be advantageously presented. Mr. Corri- 
gan stated that on August 15 Mr. Lancaster, on his own 
initiative, made to him and Mr. Guthrie substantially 
the following statement: — 

"That on the third day of July, 1902, a young man 
named Preskauer handed them the business card of the 
law firm of James, Schell & Elkus, and told him that Mr. 
Elkus wanted to see him at his (Elkus') office. That he 
at once proceeeded to said office, and there for the first 
time met Mr. Elkus whom he had never known before. 
That he was introduced by Mr. Elkus to David Lamar, 
that said Lamar thereupon talked to him in the presence 
of said Elkus about the United States Steel Corporation's 
properties and their values, and after some conversation 
said that he desired an affidavit as to the values; that said 
Lancaster did not know and was not told that the affidavit 
was to be used in litigation, and did not observe any title 
of a suit, to what at the time he swore to. That he pro- 
tested that it was impossible for him in so short a time to 
make an affidavit; but that said Lamar said they would 

'Extract from Section VIII. of Brief for Complainants on Appeal: "The 
complainants' papers at the commencement of this litigation were necessarily- 
prepared hastily, and it is obvious that great labor and a long time would be 
required, especially for parties not having access to the books and papers of 
the corporation, to make an inventory of the property, even approximately 
accurate. . . . We frankly concede that the record on the question of value is 
not in a satisfactory condition from the complainants' point of view." 



THE STEEL CORPORATION'S BOND CONVERSION 47 

be satisfied with his present impressions, and what he knew 
generally about the steel business; and that they would 
give him $100 for the affidavit. Said Lancaster further 
stated that he needed the money, and that, as this was an 
easy way to make $100, he was willing to swear to the 
affidavit, although he did not know that it was to be used 
for, and supposed it was simply for said Lamar's informa- 
tion, or for some purpose said Lamar had in mind, and that 
he gathered from what Lamar said to him that it was to 
be a guide for investing in stocks. Said Lancaster further 
stated to Mr. Guthrie and myself that, a few days after- 
wards, he for the first time ascertained that his affidavit 
had been used in a suit against the United States Steel 
Corporation. That he went at once and protested to Mr. 
Lamar . . . that he had been deceived. Said Lamar there- 
upon agreed to pay him $250 a week and $10,000 when 
they succeeded in making a settlement, which he (Lamar) 
assured Lancaster would not be later than November 1. 
That he made a second affidavit in the suit, for which 
he was paid $400. That he then had a row with Lamar 
over the subject of his compensation, that he threatened 
to expose them all, and that finally Lamar agreed to pay 
him $500, making $1,000 in all, provided said Lancaster 
would execute a general release and sign a letter to the 
effect that he would not disclose to any one what had 
occurred in Mr. Elkus' office — that he understood from 
what Mr. Lamar and others said in Mr. Elkus' office that 
they expected to make big money out of the suit, and 
that a number of the suits were in preparation and would 
be brought one after another until a settlement was 
forced." 1 

The weight of the argument as to the value of the Steel 
Corporation's assets was plainly with the defendants. 

1 Lancaster, in a supplementary affidavit, denied the correctness of some 
of Mr. Corrigan's statements, but admits their genera] correctness, and places 
himself in a generally unfavorable light. 
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Vice-Chancellor Emery supported their contention at 
every point. He stated in his opinion that the certificate 
of value required by the law had been filed by the proper 
officers, and that "upon the affidavits filed there can be 
no question whatever as to their honesty and good faith 
in making this certificate as to value." This certificate, 
it is true, was not conclusive evidence, but might be shown 
to be false. The proof of its falsity, however, in this case, 
had not been furnished. The affidavits filed by the de- 
fendant company, said the Vice-Chancellor, on this ques- 
tion of the value of the assets, are " full, complete, and 
detailed, and are made by persons entirely familiar with 
the property, or portions of the property, as to whose 
value they affirm. The affidavits as to value filed by 
complainant are, on the other hand, general, vague, and 
made without special knowledge or examination, and the 
credibility of the principal affiant on the part of the 
complainant is seriously impaired by his own admissions 
in his latest affidavit. Upon these affidavits as to value, 
I would not be justified in enjoining the issue of the bonds, 
pending the final hearing." The Court of Appeals, while 
passing upon the arguments of the complainant, appar- 
ently did not consider the discussion of the value of 
assets of sufficient importance to even refer to it. 

The United States Steel Corporation, in the Hodge suit, 
won a complete victory. Its opponents were not merely 
routed, but the honesty of their motives was seriously 
impugned. The legality, and, so far as the court went in 
this direction, the wisdom of the plan for converting bonds 
into stock, were upheld. The vindication of the defend- 
ants could not have been more complete. 

There is, however, another side to the question. Apart 
from the provisions of the New Jersey corporation act 
which the directors were careful to obey, and aside from 
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the questionable character of the suit, the facts brought 
out by the Berger and Hodge suits constitute a serious 
indictment of the wisdom of the bond conversion plan. 
Surely, at this late day, few will be found to indorse a 
plan to change a dividend requirement on $200,000,000 of 
stock into an interest requirement on $200,000,000 of 
bonds, for no better reason than to save the interest and 
sinking fund charges on an additional $50,000,000 of bonds. 
The mere statement of the plan, which runs directly against 
every recognized canon of corporation finance, is sufficient 
to secure its condemnation. The proposal ignored the 
mortgage lien of the bonds which were to be substituted 
for stock, and the fact that with the issue of the new 
bonds the borrowing capacity of the corporation would 
be exhausted, for the sake of saving $4,000,000 in divi- 
dend payments, 2 per cent, of the net profits of the 
company in 1902. 

We have become familiar with plans for the conversion 
of bonds into stock where the purpose is to reduce fixed 
charges. Projects for purchasing stock with bonds secured 
by the stock — for example, the purchase of Burlington, 
Jersey Central, and Louisville & Nashville — are not un- 
common. In such cases, the purchasing company can 
apply the dividends on the stock to the payment of 
interest on the new bonds; and the lien, aside from a 
guarantee which can be enforced only with great difficulty, 
is on the stock which the bonds were issued to purchase. 
Such projects have to commend them either the reduction 
of fixed charges, or the gaining control of companies where 
control means a large increase in the earnings of the 
parent corporation. But to propose a conversion scheme 
for no better reason than to reduce dividends in favor of 
interest, is a proposition which has little to commend it. 

Then, too, can the syndicate agreement, when drawn 
from under the healing wings of the stockholders' approval, 
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stand the test of critical examination? The theory ad- 
vanced by defendants' counsel, that the amount of the 
syndicate's compensation should be determined, not by 
the benefit to the corporation, but by the risk of the 
syndicate, would seem to be untenable. Underwriting 
syndicates are usually supposed to guarantee cash. Their 
commission is based upon the amount of cash for which 
they are liable. The maximum commission in the case 
under consideration was 44 per cent, of the cash guaran- 
tee, — an amount out of proportion to the benefit received. 
The argument that it was necessary to sequester a large 
amount of preferred stock in advance of the announcement 
of the conversion plan, because of the practical certainty 
that the announcement would raise the price of the preferred 
stock above par and make conversion undesirable, is singu- 
larly weak. In what manner the placing of $12,500,000 
of interest charges ahead of the preferred stock dividends, 
would advance the value of the latter security, can better 
be imagined than described. The course of the preferred 
stock since the conversion plan was announced offers an 
interesting commentary upon the prescience of the Finance 
Committee. 

Space does not permit an extended examination of 
the methods employed in valuing the assets of the Steel 
Corporation. At the time these affidavits were made, 
there can be no question that, as worded, they deserved 
the high praise awarded them by the Vice-Chancellor, 
of being full, complete, and detailed, and of being made 
in honesty and good faith. In July, 1902, the corporation 
was earning at the rate of $140,000,000 per year; and the 
"present worth" of its assets, which is the plain mean- 
ing of the law, was in excess of $1,400,000,000. If the 
argument of the complainants was to stand, the law should 
have read something as follows: "that no corporation 
shall be permitted to retire its preferred stock by the issue 
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of bonds whose earnings, in the judgment of some com- 
petent tribunal, shall not at all times be adequate to pay 
dividends on the preferred stock." In such an event, 
however, the question would never have come before the 
court in the course of litigation. It would have been 
definitely settled beforehand. As the law stands, and 
looking only to present value, the adequacy of Steel Cor- 
poration's assets in July, 1902, to conform to the require- 
ments is evident. 

But what shall be said of the wisdom of the policy which 
accepts such a valuation as a basis for incurring $10,000,- 
000 additional of fixed charges without corresponding 
increase of assets? The fixed charges of the Steel Corpora- 
tion, assuming that the conversion scheme had been a 
complete success, and making adequate allowance for de- 
preciation, would have been at least $70,000,000 per year. 
As they now stand, with only $150,000,000 of preferred 
stock exchanged, they are not far from $65,000,000/ Here 
is a necessary reduction in earnings before the limit of fixed 
charges is reached, not of 75 per cent., as stated in the 
directors' affidavits, but of 50 per cent. There will be 
few persons found, who are in any way conversant with 
the history of the steel trade, to affirm that the earnings 
of any steel corporation could not be reduced one-half by 
a very moderate decline in prices. The Steel Corporation 
averaged a profit of $16 per ton during 1902. It may 
fairly be questioned whether the conditions of competi- 
tion and demand warrant the proposition that a profit 
of $8 per ton can be secured when the trade is at its lowest 
ebb. 

As above remarked, however, while the directors were 
ready to swear to the belief that the profits of the 

i This .statement is not based upon official announcements, but upon com- 
mon report at the time the life of the syndicate was extended. If the gap 
between preferred stock and bonds is not closed, there is every reason to 
expect that the operations of the syndicate in purchasing preferred stock for 
retirement, will insure the final success of the plan of commission. 
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Steel Corporation would never be reduced as low as $31,- 
000,000, they included no allowance for depreciation in 
their estimate of fixed charges. Their judgment would 
not, therefore, be impeached, should the earnings of the 
Steel Corporation fall below its fixed charges. If the rule 
be accepted, however — that, in issuing bonds, a corpora- 
tion should always maintain a wide margin between mini- 
mum net earnings and fixed charges, — it is impossible to 
approve a plan to add $12,500,000 to the interest charges 
of the United States Steel Corporation. The fixed charges 
of the company were too high before for entire safety. 
The issue of $250,000,000 of bonds, or even $150,000,000, 
can be described by no other word than unwise. 

The Hodge and Berger suits may have been inspired by 
improper motives, but they have served to call attention 
to certain glaring defects in American corporation law. The 
time has gone by when the determination of great ques- 
tions of corporate policy, involving the welfare of the 
community as well as the interests of stockholders, can 
be safely left to their own judgment. The average stock- 
holder in corporations such as the Steel Corporation 
is incapable of forming a judgment on questions such 
as those under discussion. He is one of a flock of 
sheep who follow first one false shepherd and then another, 
until, inverting the parable, for every sheep that is safely 
folded, ninety-and-nine are hopelessly led astray. He 
invests because he has confidence in some individual. 
Unfortunately, his confidence is frequently misplaced. 
The laws of those States, such as New Jersey, in which 
most large companies are incorporated, give the stock- 
holders abundant protection against directors and officers 
who attempt, by concealment and fraud, to violate their 
trust. These laws, however, give no protection to the 
stockholder against his own ignorance and credulity. 
If the stockholder was the only one to suffer the 
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consequences of his own simplicity, there might be no 
reason for advocating a plan of federal control which 
would compel directors to follow a conservative policy 
in the distribution of earnings and the readjustment of 
capital. But where the history of each day is furnishing 
new evidence that the prosperity of the community is 
jeopardized by reckless financiering, it is plain that the 
people should, for their own protection, take out of the 
hands of stockholders the control of matters with which 
they are incompetent to deal, and by the enactment of 
laws similar to those which regulate the conduct of national 
banks, compel directors to keep at all times within the 
limits of conservatism. 

If the tremendous decline in the securities of the largest 
industrial corporation in the world — a decline which is 
almost without parallel, and which has inflicted heavy 
losses upon tens of thousands of stockholders — shall fur- 
nish the object-lesson necessary to bring the American 
people to their senses upon this question of the necessity 
of rigid federal control of large corporations, the United 
States Steel Corporation will not have lived in vain. 

Edward Sherwood Meade. 
The University of Pennsylvania. 



